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• On May 13, 2014, Two Area District Managers 
of the Internal Revenue Service (IRS) met with 
representatives of the Personnel Cabinet and 
the Finance and Administration Cabinet 
concerning the reporting of Social Security Tax 
liabilities by Kentucky’s governmental 
employers. 



PROBLEM – our calculation and reporting of Social Security tax liabilities 
and Medicare tax liabilities

Total wages

Less Employee’s pension contributions

= Taxable FICA wages

CORRECT WAY - include the employee’s pension contributions in the 
taxable wages.



HISTORY - Begin with Income Tax Benefit Change for Employees.…..

In 1983, Congress and Kentucky passed legislation that under 414(h) of the 

United States Internal Revenue Code, removed state pension contributions from 

employee’s gross income until such time they were distributed by the pension 

system. 

This legislation exempted these payments if the employer through withholdings 

deducted and paid the pension contributions directly to the retirement system. 

The legal term is “picked up and paid”



HISTORY – Next, FICA tax Benefit for Governmental Employees

In 1987, additional legislation was passed by Congress to exempt the

pension system withholdings from Social Security tax, provided that

such “picked up’ payments were not made pursuant to a “salary

reduction agreement”.

Congress did not define a salary reduction agreement.



IRS PRIVATE LETTER RULING-#8718032

From 1987 until present, governmental employers in Kentucky have 
calculated their FICA tax liabilities under an IRS Private Letter Ruling 
that stated…..

Retirement withholdings are not wages for purposes of the FICA, 
provided that they were not picked up pursuant to a salary reduction 
agreement.



In 1998, the Tenth Circuit of the United States Court of Appeals ruled 
in “Public Employees Retirement Board v. Shalala that reducing the 
gross wages by the pension withholdings to calculate FICA taxes is a 
salary reduction agreement. 

This is how Kentucky calculates their taxable FICA wages.



In another Court of Appeals case, 

The opposite of a salary reduction agreement was described as a salary 
supplement agreement, 

The employer would pay the employees pension contributions in addition 
to their gross wages.



Since the Tenth Circuit Court decision, 

The IRS has been addressing these private letter rulings with each 
respective state. 

It is our understanding that Kentucky is the final state to be addressed.



In addressing Kentucky’s underpayment…….

The IRS required that Kentucky prepare a reasonable plan to change 
the treatment of the pension contributions……. 

And, to bring the state into compliance for calculating FICA and 
Medicare tax liabilities effective December 31, 2015.



Through a series of negotiations, 

The Commonwealth resolved this dispute by:
1) contractually being assured that no past liability would be 

owed by government agencies 
2) and second, that the new calculation would be effective

January 1, 2017 

This would give agencies sufficient time to: 
1) plan for budgeting purposes, 
2) make changes to payroll systems, 
3) and, communicate effectively with all impacted employers 

and employees.



Under a Memorandum of Agreement effective January 1, 2017, taxable 
FICA wages will include the employees’ pension contributions. 

But, the employer will continue to deduct Cafeteria Plan expenditures,
(i.e. health insurance, flex spending accounts).



This settlement affects all governmental employers in the Commonwealth 
of Kentucky.

. Executive, Legislative and Judicial Branches of state government, 

. Eight universities and KCTS

. 1,471 counties, city and local school districts. 

The state estimates that for State Government Agencies, the additional 
annual cost will be approximately $5.7 million.



Both the governmental employers and their employees will each have 
to pay the increased amount. 

Examples of the increased cost are in the attached handouts.



Note that for employees who participate in Social Security….
the additional contributions will result in increased Social 
Security benefits upon retirement.

The salary portion of the employee pension withholdings…..
continue to be exempt from Income Tax.




